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CORRESPONDENCE MEMORANDUM

DATE: April 18, 2002

TO: Deferred Compensation Board

FROM: Mary Willett, Director
Supplemental Retirement Plans

SUBJECT: Barclays Global Investors – Contract Amendment Recommendation

At their March meeting, the Investment Committee reviewed an amendment to the contract with
Barclays Global Investors (BGI) for management of three commingled index funds in the
Wisconsin Deferred Compensation Program's (WDC) investment spectrum.  The purpose of the
amendment is to state that BGI will waive certain costs that would normally be assessed against
the assets in each fund, to improve the performance of these options as compared to their
corresponding index.  After review of the proposal and discussions with representatives from
BGI, staff and the Investment Committee are recommending that the Board approve the
proposed amendment (Attachment 1).

Background

In February 2001, three passively managed investment options, managed by BGI, were added
to the WDC’s investment spectrum.  These options are commingled funds that are managed to
correspond to a specific index as noted below.

•  US Debt Index Fund  - correlates to Lehman Brothers Aggregate Bond Index
•  S&P MidCap Stock Fund - correlates to S&P 400 Index
•  EAFE Equity Index Fund - correlates to the MSCI EAFE Index

The commingled funds were selected because of their low cost compared to similar retail
mutual fund options.  BGI offered these options to the WDC with very low internal investment
management fees because of the relationship that they have with the State of Wisconsin
Investment Board (SWIB).  As a result of the attractive pricing, these options were expected to
provide a better investment opportunity to WDC participants and more closely match the
corresponding index than retail mutual funds.

Tracking Error Situation

In December 2001, it was identified that there was a significant tracking error (difference
between fund performance and the corresponding index) for the three BGI funds.  BGI initially
determined that this was a result of auditing fees that were being assessed against the assets in
each fund.  Although the auditing fees were relatively small (approximately $2,000 per fund),
because of the size of the three funds (on 12/31/01 ranged from $500,000 to $4.9 million) it



made a significant impact on the funds’ performance and how well it tracked, or corresponded to
the index.

After discussion with BGI representatives, they agreed to absorb the auditing costs and re-credit
the funds with the fees that were assessed in 2001.  In addition, they agreed to amend the
contract to state that the fees would continue to be waived for each fund through December 31,
2003 or until the WDC assets in the fund total $5 million.

Although the reversal of the charges improved performance of the three index funds, they
continued to experience a tracking error that was greater than our expectations when we
selected these options.  BGI continued to examine this issue and determined the following also
affected the funds’ performance:

•  Rounding error – the fund values were being reported to the plan administrator in two-
decimal places, which added to the tracking error.  Going forward, the values will be carried
out to six decimal places.

•  Structure of funds – BGI re-engineered the structure of the three index funds to hold direct
units of the larger master funds, instead of units of a shadow or sub-accounts of the master
funds.  This is expected to result in a closer correlation to the master fund and the
corresponding index.

A letter from BGI, dated March 14, 2002 is attached to explain the above two situations
(Attachment 2).  Jim Keagy, Principal from BGI will be present at the May Board meeting to
provide additional explanation, if needed, or to answer questions from Board members.

Summary and Recommendation

The proposed changes to the three BGI funds appear to be sufficient to correct the tracking
error that has occurred.  BGI representatives have been very cooperative in reaching a solution
that will provide WDC participants with the investment opportunity that was expected when the
Board first contracted for these options.  They also have been providing a monthly report to staff
to allow us to closely monitor the fund performance and to confirm that the instituted changes
continue to improve the tracking.

Staff and the Investment Committee members recommend the Board approve the proposed
contract amendment with BGI.  This amendment will require that BGI waive the expenses
associated with administering these accounts until December 31, 2003 or until the WDC assets
in the particular fund total $5 million.  If the Board approves this approach, staff will closely
monitor the performance of these funds.  As part of next year’s annual report (presented in May
2003), a separate analysis will be prepared to identify if the expenses that would be reinstated
in 2004 (or sooner, when a fund reaches $5 million) would result in a reoccurrence of the
tracking error.  This analysis would then be the basis to determine if the WDC should reconsider
the use of retail mutual funds, instead of the commingled fund approach, for providing passively
managed, index options in the WDC investment spectrum.




















